
ImOpUCTIOI

Earlier this year, Godvins sub.itted a report to the United State. Telephone

A••ociation (USTA) analyzing the iJlpact of SFAS 106 on the GNP-PI, and, in

particular, the extent to which the GNP-PI will reflect the increase in costs

experienced by the Price Cap LEC. a. a re.ult of adopting the new accounting

standard. Thia report w.. placed on the record with the FCC in Bell Atlantic's

Tariff Trans.ittal filed on February 28,1992 (Trans.ittal No. 497) andwa. also

included in U. S.We.t'. Tariff Trans.ittal filed on April 3, 1992 (Trans.ittal No.

246) .

In their filing. with the FCC, several organizations took exception to the

finding. of that report. In particular, AT&T, MCI and the Ad Hoe

Teleco-.mications U.er. C~ittee raised .everal objections with regard to

variou. a.pect. of the study. The USTA ha. a.ked Goclwins to provide a detailed

response to each of tho.e objections.

The purpo.e of this Supple.ntal Report is to provide the USTA with tho.e

re.ponse.. We have oraanized our re.ponse. into three .ections, corre.ponding

to the three different types of objections raised.

While the objections raised were ~rou., this ..terial will deaonstrate that

none of the objections rai.ed should cau.e the C~ission to have any doubt.

regarding the .oundness of the .tudy, or the validity of the re.ults.

Respectfully Subaitted,

Peter J. Neuwirth, F.S.A., M.A.A.A.

CL-ddV
Andrew B. Abel, Ph.D.

___________________~ns----
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SICT108 I

"'poI!! TO 0I3ICTI018 IJ9t'PIIG 9V1It'J, SIPPI

A. D.fipitipg of Doghl. Cgppt

Th.r. v.r. two obj.ctio~ rai••d vith r ••p.ct to th. mann.r in which w. d.fin.d

the pot.ntial sourc.. of double counting and what sort of analysis would b.

requir.d to .11ainat. any double counting in det.raining the portion of the LECs'

SFAS 106 co.ts that .hould qualify for .xog.nous tr.atment.

UtI Cqp1;mi. ­
(Pag•• 6 and 7)

It.".•• -

-Th. LEC'. have fail.d to o..o~trat. that th. C~i••ion's
third crit.ria is _to To the contrary, the LEC.' r.que.ts for
.XOI'DOUS tr.ae.ent app.ar to r.fl.ct c.rtain OPII co.t. that
vill b. r.fl.ct.d in the GRP-PI ... The double count occur.
b.caus. (i) the GRP-PI co.,ement of the Pel vill incr......
all fir.. vith OPII liabiliti.. r.fl.ct tho•• co.t. through
hip.r pric•• , and (11) the SFAS 106 accrual calculation
iDClucle. the pr•••nt value of futur. inflation. If the SFAS
106 accrual is afforded .XOI'DOUS tr.atMnt, the a8O\IIlt of th.
accrual will be incr....d aut__tically in future p.riods due
to p-owth in inflation .xpr••••d by the GRP-PI cOllpon.nt of
Pel.** Th.r.for., if inflation is included in both the
.XOI'DOUS co.t c~onent and GliP-PI, an LEC would b.
cOllpe~at.d twic.. Althoup the LlC. r.copUz, thb probl.m,
DO carri.r has Me it. burden of .hoving that it h..
• ff.ctively r.-ov.d thi. double count.-

AT.T'. de.cription of what it c~ider. the sourc. of

pot.ntial double countina in the LEC.' r.que.t for .xol'nous

trlaC-nt for incr....d co.t. due to SFAS 106 deao~tr.t.s

.... confusion .. to both the doubl. count problem and th.

GocIwiu I..port. I •••ntially AT&T sug••ts that double

cOUDtina ..y ari•• froa two s.parat••ourc•• :

(1) Incr..... in the PCI due to incr..... in the GRP-PI

caus.d by -fir.. vith 0'11 liabiliti•• r.n.ct(ing) tho..

co.t. throuab high.r pric••. •

-1-
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(2) Auto..t1c incre•••• in the .xog.nously treated portion of

SlAS 106 accrual "due to growth in inflation expressed by

the GNP-PI cOlIPon.nt of PCI."

Th. fir.t sourc. of potential double count, whil. a valid

conc.rn, is Prlch.ly the factor that the Godwins R.port

dir.ctly .nd thoroughly .ddr•••••. Th. first par.graph of p.ge

1 of the Godvina R.port .xplicitly .t.tes this as the priJlary

obj.ctiv. of the stud.y. As will b. s••n in the respon••• to

.p.cific critici... of the Godvina R.port, no re.pondent has

r.is.d any is.ue which, upon scrutiny, c••t. doubt on any of

the b••ic finding. of the .tud.y. Th.r.for., the Co_is.ion

.hould .cc.pt the I..port'. conclusiona that (.) this .ourc. of

double count .ccount. for o. 7t of the incr.... in co.ts

.ttribut.bl. to SFAS 106, (b) anoth.r 14.5t of the incr••••

vill be r.cov.r.d through • r.duction in the national v.g.

r.t., and (c) the r ...ining 84.8t of .uch incr•••• in co.t.

will r...in unr.cov.r.d unl••••xog.nous tr••tlaent i. granted

on this aIIOunt.

Th•••cond .11'I.d .ourc. of double counting .i8ply do••n't

.xi.t, and is the r.sult of confusion ~r .xactly what the

LIes .r. r.questing. Whil. it is true that the SlAS 106

.xpens. c.lculation includes the pr•••nt v.lue of future

inflation, and that the .xpens. c.lcul.t.d under SFAS 106 can

b. .xpect.d to incr.... .ach y.ar .t .~thing clo.. to the

rat. of inflation, SIAl 106 "P'P" i. not what tbt LIe. are

r.gue.tiN 'PI"IQUI tr.a_pt Oft. It 18 the ipsr.y. in

.xpens. due to the SPAS 106 .ccguptiN chlllll that .hould be

afforded .xog.nous tr.atlllnt. This is an .b.olut.ly critic.l

d18tinction which is ai•••d by AT&T. R.etir.e medical plans

v.r••ponsor.d by fir-. b.for. and aft.r SFAS 106 v.. i ••ued.

It is only the accounting for tho•• plans that h.. changed,

and it is the incr•••• in co.t. a••oci.t.d vith this chang. in

.ccounting that IaWIt b••v.luat.d.

-2-
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HeI Copt.ntiop .
(Page 30)

"'POP" -

"If on. w.r. to include SFAS 106 costs through exogenous
tr••e.tnt, the revenue. re.ulting fro. the iner•••• in the
pric. c.p indtx to account for the.e co.t. would also
iner•••• e.ch y••r by th. GNP·PI, a. adjust.d for the
productivity factor. Th. probl•• i. that SFAS 106 co.ts
h.v. alre.dy b.en .djusted for future inflation...Th.r.fore,
the i~.ct of .edical c.r. cost infl.tion hal alr••dy b.en
count.d. Aa such the aJIOunt off.r.d by the LEC' s has b••n
inflat.d to r.fl.ct future ..dic.l co.t•. To include th•••
co.t. .g.in within the pric. cap formula through exogenous
trtatMnt, ancl tr••t th•• by the full amount of GNP-PI which
h.. _dic.l infl.tion ...dded a. w.ll is tantaJlOunt to
double counting the _dic.l c.r. inflation r.te."

Thi. cont.ntion 1. virtually idtntical to the ••cond

".ourc.- of double counting outlined by AT&T on pal' 7 of

it. fllina with the Cc.ais.ion. Rath.r than r.p••t our

re.pons. to that contention, we would just point out that,

like AT&T, MCI ..... to have f.n.d to gr••p the point that

the LECs are not ••kina for exogenous tr••tment on the SFAS

106 exp.ns., r.ther th.y .r. a.king for exogenous tr••tMnt

on that portion of the ipsr.... ip 'p.na. due to the

aancIat.d .ccountina chanae, which will not alr••ely b.

ren.ct.d in GNP-PI iner..... c.M.d by that ACcPUPt1n,

-)-

___________________ c:?Jwins----



B. .ypidtpc, of poqbl. Cogpt

Two r.sponcltnts sug.st.d "b.tter" w.ys of cltt.minins the .xt.nt of the double

count probl•• , and ther.for. "b.tt.r" ways of cltt.mininl the appropriate portion

of SFAS 106 costs that should qualify for .xol.noua tr.atll.nt.

'''.'1' cOUUtiop ­
(pp. 13 - 14)

..."... -

• ....Th. C~ission should r.quir. the LEC's to us. an
alt.rnativ. that is both a st.pl.r and .or. r.liabl. ..ana
for corr.ctina the double count. AT&T sUII.lts that the
appropriate _thod for reaovina the double count b.tw••n the
SFAS 106 accrual and the GNP·PI t.m in the pric. cap
fOralla is to reaov. the 1IIpact of .xp.ct.d chanl's in GNP­
PI froa the SFAS 106 accrual. Thil can b. acco~lish.d in
a straiahtforvard aanner by r.quiriftl the LlC' s to subtract
the .xpect.d rat. of chana' of GNP·PI fro. the h.alth car.
inflation c~nt in the SFAS 106 accrual. 'l1l. C.-inion
should I~cify the Chanl.1 in GNP-PI ov.r the SFAS 106
for.cast p.riod. Curr.nt .ltt.&t.1 il (sic) that GNP-PI
will iner.al. approxiaat.ly 4t ov.r the lonl t.1'1I.·

'l1tat AT&T should 1\&II.lt luch aD illollcal and .rronaoua

"solution" to the double count probl.. is indlcativ. of a

failur. to understand the true sourc. of any pot.ntial

double countiftl. Aa discuss.d .arli.r, pot.ntial double

countlft1 ls not r.lat.d to the fact that SlAB 106 costs are

calculat.d by discountiftl future ..dical inflation back to

the pr.s.nt. Aa discuss.d on pal' 2 of this ..t.ria1,

double countiftl vill only aris. to the .xt.nt that the

iner....d costs cOllpan1ts will b.ar, .s a result of the

chana' in accountina _thocl r.quir.d by SlAB 106, w111 .110

caua. an incr.... in GNP-PI.

'l'be fact that the AT&T • solution· does not addr.ss the true

sourc. of pot.ntial double counting is illustrat.d in the

followiftl 'Xl8pl. , wh.r. the AT&T solution is shown to

procluc. an iclentical .xol'nous adjustlHnt in two factually

dlff.r.nt circu.stanc.s, wh.r. 10lic would dictat. different

.xol.nous adjustlHnts b. appli.d.

-4-
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In the second footnote on page 13 of its filing. AT&T

e.tt.&t.. that it. "solution" of allowing .xogenous

tr.atment for SFAS 106 accruals. calculated using a medical

tr.nd rat. 4. low.r than the actual rat. us.d by the LEC.

for their financial state••nt.. might re.ult in

approximat.ly 55. of a given LEC's actual SFAS 106 accrual

beina afforded .xos.nous treataent. Now let us consider two

hypoth.tical .c.nario.:

(1) Ivery U.S. fira, LlC. and non-LEC. aUb. have

identical duIolr.phic lI&1ceup. and provide identical

retir.. ..dical b.nefit.. Thus. in this c••••

pre.uaably every U.S. fira would exp.ri.nc. the ....

incr.... in labor co.t. due to SFAS 106. In .ddition.

UDder this .cenario, it is ...u.ed that aU labor co.t

incr..... a••oci.t.d with SFAS 106 ar. coapl.t.ly

renect.d in the GNP-PI. .. coapanie. r.be their

price. to recov.r tho.e co.t•.

(2) '11\. LIC••r. the sm1x fima .ubj.ct to SFAS 106, and/or

the additional co.t. clue to the adoption of SFAS 106

coata ar. ~r refl.ct.d in the GNP-PI.

In the firat ac.nario, it is obvious that the incr••••d

labor coat. clue to SPAS 106 .xperi.nc.d by the LEC. would be

fully and ca.pletely reflected in the GNP-PI (the Godvins

"port. of cour.e. deIIonatr.t.. that this hypoth.tical

aituation doe. not .xist), and thus no exog.nous adjustJlent

would be required. In fact. in this hypothetic.l scenario.

providina any exol.nous .djuatMnt would re.ult in a

ca.plete double count. Y.t in this circ\aStance. the AT&T

.pproach of .llovina r.cov.ry of SFAS 106 co.t•• calcul.ted

uaina • lower tr.nd r.te (_dical infl.tion lIinua 4.).

would. .. not.d .bov., r ••ult in .llowing exog.nous

tr••c.ent on SS' of SFAS 106 .ccrual•.

-5-_____________~s---



my c.e-Slqp ­
(P.I. 31)

"spqps. -

Conv.rs.ly, under the s.cond sc.nario, the LEC. should

r.ceiv. an .xog.noua adjustll.nt .qual to 100' of th.ir

incr••••d co.ts due to SFAS 106, bec.us. the double count

proble. aiaply wouldn't .xist. Yet in this circuaatance .s

w.n, the AT&T appro.ch would .llow an exogenous adjustllent

for the .... 55' of SFAS 106 accruals as before. This is

cle.rly an illogical result.

One c.n th.r.for. s•• that AT&T's sUII.st.d .ppro.ch to the

double count do.s not .ddr••s the specific f.ctors that

.ff.ct the .xt.nt of double count, i .•. :

Diff.r.nc•• in plans b.twe.n the LECs .nd non-LEC.

Diff.r.nc•• b.twe.n the LIe. an4 non-LEC. which will give

ris. to diff.r.nt SlAS 106 cost. (e. g., dellOlr.phic

diff.r.nc••).

Proportion of incr....d .gr.pt. labor co.t. due to SFAS

106, that in fact is r.n.ct.d in GNP-PI.

As not.d, it i. pr.ci••ly th... critic.l f.ctor. detailed

above that .r••ddr••••d c~l.t.ly an4 cOlIPr.h.nsively in

the Goctwins a..port.

-If the Ca..i••ion doe. decide to .fford th••• LlC••xol.nous
treac.ent for SPAS 106 co.t., thi. double counting aust be
.1Wnat.d. Thi. can be accOllplished .ith.r throup the
r-.al of _dical car. infl.tion frOll the GNP-PI or through
the rellDV.l of _dical car. infl.tion fro. the SlAS 106
accrual•. -

Whil. this - solution- diff.r••lightly fro. AT&T's sUII••ted

-.olution- (pal•• 13-14 of it. filing) in that MCI focus.s

on the ..dical car. infl.tion cG8ponent of GNP·PI,

conc.ptually it is v.ry slllU.r, an4 suffers fro. the saae

-6-
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fundaMntal flaws as the AT&T sugestion. As with AT&T, the

MCI suge.tion simply doesn't address the source of any

potential double count. 'nle double count doe. not arise

fro. the discount of future inflation, but Wx fro. the

diff.r.ntia1 iJlpact of SFAS 106 on the LEC. relative to

oth.r., and the extent to which the price cap index will

allow the LEC. to r.cov.r .0_ of thoa. additional co.t., a.

the ..cro.cono.ic eff.ct. of the introduction of SFAS 106

are r.fl.ct.d in the .conoay a. a whol.. As with the AT&T

.olution, the Met .olution produc•• the .....xog.nous

adjuse..nt, wh.th.r in r.ality th.r. is no double counting

(no non-LEC fim incur. SFAS 106 coat.), or cOllplet. double

counting (all firaa, including LECa, .xp.rienc. identical

incr..... in co.t. due to SFAS 106, and the GNP-PI fully

r.fl.ct. tho.. incr....d coat.). 'n1is is cl.arly an

illogical r.ault.

-7-__________________~ns----



SleTIOR II

Daroul TO OLllCTIQU 'WtlpIIQ 4QTVMUJ ,,,I,YSIS

A. K'thod91olY

'There were three objlctions rahld with rl'plct to th. ba.ic ..ethodology ellployed

in the actuarial analy.i. undertaken by Godvins,

m't. Cqpt;.uiqp. ­
(pp. 11 -12)

"'PS",. -

• the .tudy 18 flawed b.caus. the lov'rnMnt .Ictor 18
not included, Althou.p SPAS 106 doe. not afflct the
accounting practic•• of the love~nt, Irowth in r.tir._nt
he.lth c.r. co.t. for the love~nt ••ctor of the econa.y
will .ff.ct th. Irovth in GRP-PI b.c.usl GNP-PI include.
love~nt SPAS 106-lika OPII Ixpens.", If OPEI-rll.tld
.xp.ns.. of thl love~nt wert included in the analy••• ,
the GRP-PI would b. hiah.r, and thi. would have the .fflct
of r.clueing the ..unt of the LIe' • SPAS 106 exp.nse
potenti.lly Iligibll for Ixog.nous r.covery,W

AT&T' • cont.ntion that the .xclusion of the lov'rnMnt

.ector fra. the analy.i. r.sult. in an over.t.t.-nt of the

.-unt of the LIC.' SPAS 106 .xpens. eligible for exogenous

tr••c.ent i. ca.pl.t.ly inv.lld, b.c.use it i. b••ed on a

ai••tat._nt of fact, Th••t.t.-nt that wth. GNP-PI

include. lovernaent SPAS 106-lika OPEl expens.· is siply

nODI, Governaent entltl•••r. not .ubject to SPAS 106. nor

.r. th.y r.qulr.4 by the Governaent Accounting Standards

loar4 (GASI) to account for r.tlr•• _41c.1 b.neflts on

mythlng oth.r than • ·p.y·..·you·go· b..h, It IIU.It b•

..pba.lz.4 that the critlc.l 1••UI 1. Dat wh.t Iff.ct will

the incr.... in the ·p.y·..·you-go· co.t. of r.tirl....4ical

plana hav. on GNP-PI. (Th. GNP·PI will incr.a•• due to

lncr..... in ·pay-••·you-go· co.t•• r.gard1••• of wh.th.r

SPAS 106 lver bICOM. Iff.ctivI,) Rath.r. the critical

que.tion i. what .ff.ct will th.r. b. on GNP-PI. due to the

r.quir.-nt that private ••etor "loy.r. cbell tbe Oy in

Dich thtv accgUDt fgr r.tir.. .dical pllQl. AI AT&T

-8·
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leI egvMt;iqp ­
(Pag. 26)

".pgu. -

itself concedes, government sector employers are not

r.quired to change their accounting for retiree medical

plana, and th.refore the fact that many governmental

entities sponsor such plana is not relevant to the analysis.

Aa a result, the Godwins aeport considered the government

s.ctor (se. pag. 21 of the study), and correctly excluded it

froa the covered population for the calculation of the

incr.... in labor costs exp.ri.nc.d by fims subject to SFAS

106.

"'ftle USTA study ua.s data fro. only one insuranc. co~any to
arrive at the cost of _dical clalJu for the calculation of
the nationwide len.fit lAvel Indicator."

The inf.rred int.nt of the Mel c~nt is to sUII.st that

Godvins ua.d "data fro. only one insuranc. company" to co_

Ul» vith p.r capita cla1a costs. which v.re th.n ua.d to

derive agr.pt. SI'AS 106 costs for the U. S. .s a whole.

Nel has cl.arly fail.d to appr.ciat. the validity of the

data. aDd the U..it.d ua. to which the insurance company

clalJu data vas put. In particular,

(1) Th. insuranc. cOllp&lly ua.d is, by any _asur., on. of

the five larg.st Uf. and H.alth insuranc. carriers in

the Unit.d Stat••.

(2) 'ftle data coll.ct.d v.. for GP•• Mdisal slaSN • not

.-Dunts r.1IIburs.d by cOllp&lly plana.

(3) The data v.. suffici.ntly .xtensive to ensure that no

statistical fluctuations (1.e., s.-pling errors) would

..t.rially affect the results.

-9-_____________~s---



U Ips Cgpt;tptS,qa ­
(ITI)
(Pal' 21)

..~.. -

(4) Th. data wa. WI.d to fora a fr.qu.ncy and aaount

di.tribution, a.ain.t which actual plan proyj.ioDi of

the LEe. and the co~ani.. in the Godwin. databa•• w.r.

appli.d, to .valuat. the r.lative b.n.fit llVtla of the

TELCO plan. co~ar.d to tho.. provided by oth.r

.~loy.r•.

(5) Chanl" in the underlyina dl.trlbutlon. deriv.d fro.

the lnauranc. cc.pany data would DRt have had any

.1pificant .ff.ct. on the ultiaat. rt.ult. 'n111 is

b.cau. the key r ••ule. of the Godwin. .tudy w.r.

r.lat.d to the~ of the GNP-ILl to TELCO-ILl, and

~ to the ab.olut. value of .ith.r.

-rinally, the GocIIrina Report ipor.. th. u.u.l unc.rea.tney
ebat i ....ociated with .urv.,. r ••ult.....ured by calculated
.tadard .rror.. ,.. v. diacu••d. Goclvina utiliz.d data
fr.. a aurvey of 830 .-ploy.r. who .ponaor po.t-r.tir...nt
plaaa aDd 170 IIIploy.r. who do not. It 11 a Vlll ICc.pt.d
fact: m.e uta fr_ .urvey. ar••ubj.ct to unc.rtainty which
i. uaully -.aur.d by the .tAnUrd .rror.- However. th•••
• taDdard .rror. are neVlr taken into account in the
calculation of the BlDlfit Level Indicator. (ILl.). Thu
the uta .hcnm in the table on pal' 28 of the GocIvina Report
~. m.t the .tlllllkrd deviation 11 z.ro. Th1l 11
obYioualy iDCorr.ct. Furth.rIIOr., th.r. 11 no infor1lltion
.. to the varianc. or the .talldard deviation of the • .-pl.
uta .0 m.t the ••naitlvity of the r ••ult. can b. analyz.d.
COIIbiDld vith the fltll .rror. d1lcu••d abov., th1l .hov.
I r.port which VII de.iped to COllI to a particular
coaclualon flvorabl. to the LIC' •. -

'rM - .tandard .rror- for the calculltion of the av.ral'

...fit LeVll Indicltor. VII not .hovnl b.cau. in th1l

c.... the .ff.ct of the -.tAnUrd .rror- WI' de...d to b.

1 Ad Hoc "'.lnl ... 21 of 1M ao.twmI..... W. _ dill ..., .. rwIIIriIIa to till tIble
__ oa 16 of 1M I'IpGIt ....... if 80 ..... DOl' laY dJIa ........ pile 28 of the
00dwiIII ....

-10-
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i_terial. The rea.on it is i..terial is that the Goclwin.s

data is not a "survey· in the traditional .ense of the word

(i.e., a ...11 s.-ple froa a large universe); rather, it is

a data ba.e comprising compani.. that employ IPproxi.,tely

QIJI-h4lf of all l.lAye.. whp work for copani.. that

prpyi4t po.t-retirement ..dieal benefit•.

Howev.r, in the intere.t of c08pl.t.n•••• we have included

in Appendix A the calculation of the variance and .tandard

deviation, which are inh.rent in the calculation of the

av.rag' IUs \g.d in the R.port. As can be s••n froa the

.xhibit., the .tandard deviation for the average pr.-65 ILl

i •. 015, while the .tandard deviation for the post-65 ILl i.

a Mre .008. Had the av.rag. ·IUs been one .tandard

deviation hiah.r than the values actually \g.d for AaJiJl the

pr.-65 and the post-65 IU. the relative t.pact of SPAS 106

011. GlIP cOllpar.d to TELCO would have incr....d frOll 28.3' to

29.1'. Givell. dbat the sensitivity analysis of the overall

r ••ult utilized a rAlll' for thb value of 17.8' to 44.5', it

b quit. cl.ar that the effect of the -standard error·

r.ferred to by ITI is 1-.terial.

-11-
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B. "SHriAl .,.vptiQAI

There wa. one objection rai.ed re..rdins the re..onablene•• of the a••u.ptioftl

utilized in deterainins the ratio of GNP-ILI to TELCO-ILI.

iii! C••CS.qP ­
(Pase 28)

FN 35

"'POP" -

·Within the USTA .tudy, in it. fla..d att-.pt to e.tt.&te
relative baa-fit ratio level., the C0ft8ultant utilize.
tt.arDOYer rate. that are urbdly lower than the averas.
turDDger rate. Thi. r ••ult. in inflat.d e.tt.&t•• of the
oru liability. Ltb ••t of the uSUllptiou WI.d by usn,
the p'ounda for thi. are \.IDI1IPPOrt.d. USTA r ...rka that itcbo.. thi. ..tt.&te b.eaua. of the hi.torical patt.rna of
lOlll.r ••rv1e. life aDd hip.r &'ftra.. a.. for TELCO
...loy••• veraua other -.plo,.... UDfortunat.ly, the .tudy
doe. not iDllleat. what tlM fr_ wu WI.d for thb
c.,ar1l0n, or wh.th.r the .xperi.nc. of the l ..t few y.an,
with the larl' 88O\IDt of cSownaizina .xhibit.d by the TELCO
fira-, baa b••n included.·

Ther. app.ar to ba two eont.ntiona ... in KC1'. c~nt.

rir.t, that the GocIwina .tudy did DOt ua. the •averas.

t:urDOVIr rat. - for TILCO aDd ••cODCl, that even if the

&VIraa' rat., bu.d OIl -hi.torieal patt.rna of lon••r

••rrie. life aDd hipr avera.. a••• wer. WI.d, such

turnover rat•• would .till b. too low b.caua. of • the larse

.-unt of cSownaizina .xhibit.d by the TELCO fira-.·

With r • .,.et to the fir.t cont.ntion. the turnover rat••

WIN for TILCO (T-2) &EA the avera•• of the rat•• WI.d by

the LICa in their ••t r.c.nt actuarial .~i,. (I.nerally

1990 or 1991). With r ••,ect to the ••cond cont.ntion,

cIonalzina throup Early RetirIMnt prosr... should not have

-ax 1IIpact on ...u.td turnover rat•• b.eaua. such turnov.r

rat•• ar. only utiliz.cl for proj.etina future pr'-rttir'Mpt

withdrawal.. Thi••boulcl b. obvloUl .inc. an individual is

no lona.r ".abj.et to the turnov.r rat•• once that individual

b.c~••lilibl. for r.tir...nt.

Furth.r, KCl ..... to have lIi.int.rpr.t.d the stat...nt ..de
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in the Godvina aeport (page 48-FN 3) that,

"Supporting evidence for low incidence of turnover at

TELCO relative to national average can be .een by the

hiaher average aae anc:l put .ervice of TELCO ellployee.

relative to aVeraae aae anc:l .ervice of national working

population. "

'l'be point here 18 not that there have been "h18torical

patterna of lOftIer .ervice life aDd hilber average age for

TILCO ..,loyee.," but rather that the currlpt aae/.1rvicI

character18tic. of TELCO (aae - 41.6 1 .ervice - 16.6, u of

1/1/91) provide evidence of low turnover rate. (i.e. 1m!

s;urppDr ratl' in the put prpda'Clc:l the current deIIographic

Mkaup of the aroup). Racent downaizina coulc:l not have

contributec:l to producina the.e ale/.erv1ce characteri.tic.

becauae recent .taff recluctiou .-ona the LEC. vere ~

accc.p118hec:l throulb layoff. UIOI'I the YOUDIer .hort-.ervice

.-p10yee. prior to 1991.

While the above concept 18 vell kDovn UIOI'I profe••ional

actuarie., we haD perfol'1lec:l .OM acklitiona1 &ll&ly.18 and

providec:l a .are detailec:l explanation below, which shoulc:l

.aka our point sOMwhat clearer.

!be averale age aDd .erv1ce of aD ..,lo18e group 18 not a

._le fuDction of withdrawal rate., but hipr with4rawal

will lenerally puah down aDrale•. 2

2 ". fIct of. p''P'hd. will _I I if""""........ i Its'" ill abricg.
ItClaIllo ca II I,'. ·pap.IIIti.". Aa....-.,.JI'OIiP
................ " t cal m..eHCf· ....
papld•. 1\, Id ..-.of ~I11 ...
.. ofr ~ IH ler, wIricIln,lu "ODI'RIfODll m ill pape....
... far TELCO _ VW'/ .... .....,. JI'G'IIIIo ~ ill
powdl of &n. c..- .. 1M e&ct of wi............
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Calculations were perforaed to test the hypothe.is that the

-T. / T2- choice of withdrawal table. was consistent with the

ob.erved differentials between average age and average

service of TELCO compared to the nation as a whole. With

hire age and retirement age a. parameters for calculating

the average age and average service of stationary

populations resulting fro. T2 , T., and TIO ba.ed upon all

retire..nt. at a given retire..nt age and all hire. at a

given hire age, the table in Appendix B clearly indicates

difference. that are not only consi.tent with the results

shown in the Goclwins Report, but in fact sUllest that the

difference. in turnover rate. between TELCO and the rest of

the U.S. working population ..y be even greater than T-2

versus T-6.

For exa.ple, if one were to look at a cOllpany that hire. new

..,loyee. at aD averale ale of 27, that experience. turnover

rate. equal to T-2, aDd retir...nt. at ale 62 (a situation

DOt \mlia TILCO), one would find that after this co~any

..«:ure. it CaD expect to have aD eaployee population with an

average ale of 41.54, aDd an average put .ervice of 14.54

year.. If, instead, turnover rate. equal to T-6 were

applied, the averale ale aDd .ervice of the population would

be 38.80 aD4 11.80, re.pectively. This theoretical

difference, between populations .ubject to T-6 and T-2, is

actually le.. than the ob.erved difference. in ale/service

characteristic. between TELCO and the non-TELCO firas (see

paae 47 of the Goclvina Report). While TELCO and the re.t of

tbe GIl have different retir...nt pattern-, it can be seen

fr~ the table that difference. in average retirement age.

haYa only a .inor t.pact on the buic result.

Finally, it .hould be DOted thet the sensitivity analysi.

perfor.ed by Goclwins i. .are than .ufficient to allow for

any potential understat_nt of TELCO's turnover rates. On

·14·
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PAle. 34 and 35 of the Godvins Report, it is shown that even

if the sue turnover rates were used for both TELCO and the

re.t of the working population, the relative impact of SFAS

106 on GNP, compared to TELCO, would only increa.e from

28.3' to 34.6'. As noted on page 40 of the Godvins Report,

overall re.ult. are shown using value. for this relative

t.pact, ranaing fro. 17.8' to 44.5'.

-15-
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c. "ev'CT ap4 &l1iahUltiT of &I'»lt.

Th.re w.r. two obj.ctioM r.18.d with re.p.ct to the ov.r.ll accuracy and

r.liability of the GoclviM finding. that labor co.t. of non-LEC firu ,poMoring

r.tire. medical pl&n8 will incr•••• 3.19' a. a re.ult of SFAS 106.

,.,.t CMt;pt;lp ­
(pp. 9 - 10)

....... -

-The r ••ult. of the GodwiM Study deP.nd on the calculation
that the .doption of SFAS 106 vill incr.... l.bor co.t. by
3' for firu incurrina ora .xpeM.'. Th. 3' e.tiJlat. 18
derived uaing uu.eroua factor•• each .ubj.ct to .rror a.
noted in GodwiM' ••ction on ••ntitivity of r ••ult. (pp. 34­
43). The cu.U.tiv. illpact of r ...onabl. variatioM in .ach
factor r.nder. the 3' ••tiJlat••uapect.-

It 18 pr.c18.ly the '.Mitivity analy.18 r.f.rr.d to by AT&T

that giv•• ua gr••t confidence in" the robUltne•• of the

bottoa line r ••ult. In the .xtr_ly unlikely event that

the .ctual incr.... in labor co.t. 18 II high a. 5'

(.xtr...ly unlikely. becaua••uch a r ••ult would r.quir.

that virtually &JJ. of the factor. for which unc.rtainty

.xi.t" have be.n lIIXiaally under.tat.d)· th.n the total

.-ouRt of unr.cover.d SFAS 106 co.t. i. r.duc.d by • mer.

12' (froa 84.8' to 74.7' II .hovn on pIg. 41 of the GoclviM

.tudy). 'ftlua. there caD be little doubt at to the .olidity

of the r ••ult•• and the Ca..i••ion can b. quit. confident

that any unc.rtainty in the b..ic r ••ult. of the actuarial

analy.i. vill not have a .ipificant .ff.ct on the final

r ••ult.

3 lie pp. 34-37 of1M Godwi8I -.Iy.

4 fa to lie ca.1IWIiw ill to __ dill .... iIIIpICt
01 SPAS 106 aa ONP-PI if .,.... OWl Iltlid. SlIt far die fbIlowiq ia die
00dwiIII1IpaIt:

• Caftletjee 01 pot-........ <...- 19)
• BIllie au~ {fill 34)
• A~ i_I I ... for __LiCI <...- 35)
• DiIc:uI.. of ilia COlt ..... ........, <...- 36-37)
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Jet ecmcntigp ­
(l.g. 25)

lMpqp.a -

"In no pl.c. within the .tudy b th.r. an att'lIpt to v.rify
the co.t. of SPAS 106 to non-LEe fira-."

lithe 3.19. incr•••• in l.bor co.t. to non-LEe firma
providing OPD do•• not .quar. with oth.r ••tiaat•• of the
SPAS 106 co.t...... Thb 8IIOunt b only 40' of the
••tiaat.. by War.haw.ky (in 19.tratireeent BtA1tb 'apefit
l1F '; Cg.ta ,00 LiMUitia. fgr PriyAta Fe1guEl, No. 76
FiDanC. and Econoaic. Di.c~.ion ••ri•• , Divi.ion of
....arch aDd Statbtic., Divbion of Konetary Affair.,
F.cltral a.•••rv. Board, Washington, D.C., June 1989). II

KeI ' • cont.ntion b a gro•• ai.r.pra.antation of the fact•.

It i. true that in the r.f.r.nc.d articl. War.haw.ky do••

••tillat. that, bas.d on 1988 data, the agr.pt. incr.a•• in

r.tir....dical .xp.ns. due to the introduction of SFAS 106

would b. much high.r than the 3.19' ••timat.d by Godwins.

Howev.r, de.pit. the fact that War.haw.ky b a w.ll trained

.conoai.t and cl.arly UDdtrtook hi. r •••arch in a

r ••ponsibl. IIAImIr, KeI has utiliz.d the r ••ult. of that

r •••arch irr••ponsibly. Specifically, the followins aaat b.

DOt.d:

(1) War.hawsky hiaa.lf nov r.copiz•• that hb original

••tillat. was unr.alistically high, aDd h. has

.ipificantly r.duc.d thi. ..tt.-t. in hi• .a.t r.c.nt

analy.is.'

(2) Even War.haw.ky'. r.vi••el .att.-t. b aip1ficant1y

hiplr than oth.r agrlptl .atillatl. producld by thl

GN1' aDd Dal' for thl ._ tiat plriod. Daapitl this,

S ..". U.... PIa••• of..... HedIlI.D.fttI,· .... ABI ...... 1992.

6 a-u Ator-e~Oftice, H_ DMIiaa,.~B.D.fi..: CIIII__' ....
H.adlIJ-litilII LMae, Mv-=e p CoIdy,- J... 1_, GAOIHJtD..89-SI.

7 ~.....nnlda JMtiWe. ·~1IIdT.... iIl ....HeIlda~...a ..., I.­
Brief No. 84,N~ 1911.
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KCl ••l.ct.d W.nh.w.ky' •••rli.r ••U_t. and cho•• to

ipor. both W.r.haw.ky'. r.vi.ion and oth.r low.r

••tiaat... 'nl••• oth.r ••tiaat•••r. quit. consi.t.nt

with the Goclwins ••tiaat., and .r. fully .ncollp••••d by

the ••nsitivity analy.is included in the Goclwina

R.port.

(3) W.r.haw.ky'. r.vis.d ••tiaat. is it••lf too high

becaua. h18 •••~tions r.prdina plan prov18ions,

actuarial •••~tion., and deIIoar.phic. w.r. wrong.

'nl... .rroneoua •••~tions are de.crib.d in gr••t.r

det.il b.low.

(4) I.tillat•• procSuc.d by W.r.h_ky. as w.ll as the GAO

and !BIll. .r. .11 b•••d on 1988 plan provisions. 'nl.

Goclw1ns ••tillat. 18 JM)r••ccur.t. b.c.ua. it is b...d

on 1990 plan provi.ions. which .r. IIOr. up- to-elat•.

In the ..t.ri.l r.f.rr.d to by KCl. War.hawsky ••tillat.d that .gr.pt.

SFAS 106 cost. in 1988 doll.rs would havw b••n $67.9 billion. whil••p.y­

..-you-go· co.t. wer. $14.5 billion. 'nli. net incr.... in co.t. of $53.4

billion tranalat•• to .pproxiaat.ly 6.82' of 1988 total ca.p.ns.tio~ for

cov.r.d .aploy.... and dir.ctly corr.sponds to the Goclwins ••tiaat. of

3.19'.

8 1_ Totil Oa.. d. _ U.S...... _ $2921.3 ..... .,.. iD .... NCMIIIber. 1991
SwYey of CumIII.·n . a-l CID die GAO ....,. 26.'" of all worbIl .. COYIftId by pi-.
IIIbject to SPAS 106 <_.... 21 of .... 00dwiM ....). 'I'MNfore. aocorcIiIII to W..-"
edd...... SPAS 106 COlD .. 53.4 + (2921.3 X .268) - 6.12" of ClGIp' mt'••
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War.haw.ky now r.aliz•• that his .arlier ••ti...t. w.. ba••d on an .rron.ous

de80graphic ...keup of the total cov.r.d population (for .xa.pl., the ratio

of activ••lIploy••• to r.tir••• us.d w.. 3.8 to 1, which is far lover than

for the typical ca.pany'). In hi. r.c.nt book (Th. Ups.rt.i» Proai•• of

"tir•• H••1th IIMnt.. the All Pr••• 1992), War.haw.ky r.vis•• his

••ti...t. of aur.gat. 1988 SFAS 106 accrued liability and .xp.ns. downward

by 25. and12t, r ••p.ctiv.ly. In this n.w.tudy, the .ur.gat•••t1ll&t. of

SFAS 106 .xpens. b.ca.e. $58.9 billion, while ·pay·•• ·you-go· co.t. ar.

r.duc.d to $11.3 billion. Thus the net incr.... due to SFAS 106 of $47.6

billion nov traulat.. to an incr.... of 6.08' of cOIlp.nsation. M shown

in it_ (3) b.low, .ven this ••t1ll&t. is unr••listically high, clue to the

incorr.ct a••u.ptions that War.haw.ky r.li.. on.

(2) W~s1ult1slcy's rev1.sed .stJ.JMt. 1.s s1.p1.f1.catly b1.Bher tlLln other estJ.JMtes

of ...re••te SFAS 106 costs.

loth the GAO and 111.1 produc.d ••tt.&t•• of SFAS 106 liabiliti•• , b...d on

1988 data, that CaD be dir.ctly cOllpar.d to that produc.d by War.haw.ky.

War.haw.ky'. r.yt,,4 ••tt.&t. of $332.1 billion i., in fact, 50. high.r

than the GAO ••tt.&t. of $221.0 billion, and 34. high.r than Dill' •

••till&t. of $247.0 billion. Whil. neither the GAO nor EBllI .xplicitly

calculat.d the iller.... in agr.gat. 1DDU&1 .xp.ns a r ••ult of SFAS

106, th.ir liability ••tt.&t•• traulat. to incr of 4.05'- and 4.52tU

of cOllp.nsation, r ••pectively. loth of th••• value. are w.ll within the

rang. of value. us.d in the ••nsitivity analy.i. p.rfor.d by Goclvins.

Page 41 of the Godwins Report illustrat.. r ••ult. a••uaing the aur.gat.

incr.... in co.t. clue to SFAS 106 rang. frOil 2. to 5. of total cOIlp.nsation

of cover.d ellploy.... Ev.n at the v.ry high value of 5. (high b.cause this

9 See .... 47 of .... Clc»cIwm. a.pon.
10 221 + 332.1 x 6.01. - 4.05

11 247 + 332.1 x 6.01. - 4.'2
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v.lue. in addition to be1na mat.ri.lly higher than bothth. GAO and EIlI

••tiaate•• would .1.0 r.quir. that virtually all the f.ctor. outlin.d on

pale. 34-37 of the Godwina a.port to have b.en maximally under••timat.d),

the perc.nt.l. of TELCO's SFAS 106 costs th.t are not r.cov.r.d. through

the GNP-PI incr•••••nd w.l. r.t. r.duction. i. only reduc.d fro. 84.8' to

74.7t.

In car.fully r.viewina the MthodololY .-,loy.d by W.rshaw.ky. it b.coM.

quit. cl.ar why h. arrive. .t .lIr...te co.t ••tt.&t.. that .r. so much

hip.r than the GAO and the URI ••tt.&t.. • as w.ll •• the Godvina

••tt.&t.. Si8ply put. the Mthodology .lIploy.d by War.h.w.ky utiliz••

as'\lllptiona r.lardina plan provisiona. the deIIolr.phic profile of the

cover.d popul.tion. and actuari.l ."\lllptions to b. us.d by cOllpani.. to

calcul.t. SFAS 106 .xp.ns.. that .r. deIIonatrably wrona. Sp.cific.lly. in

••tt.&tina the SFAS 106 accrued liability. War.haw.ky:

Aa.~. •-r.asonably generous health plan with low deductibl.. and

co-pa,..nts- for all c.-pani•• (PI. 92). A aultitude of surv.y. (••••

for .xaapl., B.e1th Car. for IItir.d "e1on.' by Betty Kalroy St.lI.

'11le Conf.r.nc. Board Re••arch lull.tin No. 202, 1987) dellOnatr.t. that

thi. is .i8ply not the case. Many cOIIpani.. in f.ct provide quit. a

bit 1••• thaD -r.asonably g.nerou- benefit•.12 In fact. using data

not .v.ilabl. to W.r.haw.ky. the Godwina ILl _thodology was dev.lop.d

to .p.cific.lly isolat. the variation of Wg.nero.ityw aaona cOllpani•• '

r.tir•• Mdical plana.

12 ....701...c.III-........c:iaId...lad ..... 9-11 ofdie HniIAn. 1990
__of'''i= !frtiseI , 'to
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Aa.u... lifetlM coverage for both the retiree ancl hh .poue. for ill
cOllpanie.. Thh 18 clearly unrealhtic, and contradicted by the

Conference Board ..terial referenced above. D

Aa.u... all active &llployee. becOM eligible for full benefit. at age

55. Thh alao 18 contradicted by the .tudie. ref.rred to above ...

Aa.u... ~rtality at 83 ~ rate. vbile aany cOllpanie. continue to

...u.. hilber ~rtality rate•.

Utilize. a 1\ .pread between the dhcOUllt rate ancl ..dical trend rate

sgebiped with a 4' per year aging factor.

Aa.u... a retir..nt ale of 62.5, in contrut with the evidence of

average retire_nt age. between 63.5 and 64, a. .hovn on page 35 of

the Godvina Report.

Strong evidence that Var.bawaky'. actuarial ...u.ptiou .. to trend and

.artality re.ult ln unreali.tically hiah SPAS 106 co.t. can be ••en fro.

the fact that the LlC. ued .ach 19nr co.t ...u.ptiona to calculate .1ibIJ.x
SPAS 106 co.t.. In fact, only 2 out of the 11 LlC. on who. data w..

collected ued the 83 CAN table for their SPAS 106 calculationa, and the

average .pread between the dl.count rate and the ultiaate trend rate for

the LlC.' SFAS 106 calculationa 18 2.57'. Tbh 18 particularly soapelllng,

given the fact that the re.pondent. to the LlC.' fil1ng. with the

Co.-h.ion have iDelicated that they belleve that the ...u.ptlona ued by

the LlC. oytr.'&'e their SFAS 106 accrual•.

13 See .... 7-8 of 1M ea.r.- Bo..s -.n
14 See pile 9 of .... 1IMri. A.aI'11 ..., cieed ia ..... 12 oa .... pIWricg .....

15 n. 1913 GAM ty ia 1M ....... (IawIIt ..... __) cwnlldy1.cl for ,.....
~ ill Ullitld WIIiJe it WII ,.willnd ." 1M SoeiIty ofAduIriIa ill October, 1913,
it lIIiIl .. DOt .uwr.Ily IIdot*d ." earoIIed.... for their .,.... vll1lllDlt.
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In addition to the probl... cit.d abov., Warshawsky also assu.es that the

~graphic profile of the .ntir. cov.r.d population is a -r.uonably

II&tur. anci stable group- which is -typical of aany large cOllpani.s. - Whil.

Warshawsky 4o.s not disclos. the sp.cific ag. anci s.rvic. charact.ristics

of this group, ba••d on hb stat.ments w. 1IUSt assuae that it is oldar anci

ha. long.r s.rvic. than the av.rag. cov.r.d group. (Note that the GAO

surv.yM r.ports that a v.ry significant nUliber of r.tir•• medical progr...

ar. sponsor.d by cOllpani.s with l.ss than 500 ...loy•••. ) By utilizing a

cSe.ographic profile of .uch ag./••rvic. charact.ristic., War.hawsky is

undoubt.dly ov.rstating a&lr...t. co.t. still furth.r.

(4) All thr••••tlJute. (fIar.lwv.lcy, GAD and URI) are based on out-o£-date

d.t•.

Aft.r r.j.cting War.hawsky's ••t1a&t. due to the ••rious probl... not.d

above. th.r. still r_ins the question of why the GAO anci Ell.l ••t1Jut.s

ar. both sliptly hip.r than the Godwins .st1Jlat. of a&lr.gat. SlAB 106

coat.. 'ftle aillpl. explaDation for this is that r.tire. _dical plana have

changed .ubatantially, hatw.n the tiM the data wu gath.red for the thr.e

••t1Jlat.s not.d above (1988), anci the tiM period for which plan provision

data wu coll.ct.d for the Godwins .tudy (1990). III fact, according to the

_itt "apsiAtla 1990 Sumy of latiree IIaslicAl ,,.fita, 70' of all

.urvey.d cOllpani.s chang.d their retir....dical plana in 1988 or 1989.

Thus, the Godwins .st1Jlat. 1IUSt b. re..rdad u .are accurat. b.cause it

us.a .are rec.nt infor-tioll.

16 0 II "'"l"Wi. omoe. IiIIpIoyee •••&1...... of~...... HIIIda CcMnae.·
OAOIIIJtD.9O..92. ..... 1990.

-22-

___________________ ~win$ _



SICTIOI III

'.,..1 'fA ONlC'J'IQII WtlpIIG NpOICQlQUC tNI,YSIS

A, ladao4p1AU.' Qhpis. Af Jlptlt1

Mel and AT&T rab. thr•• queationa about the choic. of a ..cro.cono.ic aodel and

ita ua. in .atiaatina the iapact of SFAS 106 on GNP-PI,

Wit CgNwigp ­
(Pag. 31)

".popa. -

MGI C-eWIM ­
(Pal' 32)

-Such a _del, in ita final fom, ia nothina aor. than a
a..what advanc.d apr.acI8h••t IIOdel. Thb cumot b.
vilWld u an obj.ctiv. for.cutina tool, but rath.r u a
..ana to l'lit1aiz. ov.rly atapliatic calculationa.-

By call1na the Godvina IIOdel a -aoaawhat advanc.d

apr.aah••t aodel-, Mel ..au that th. aodel 18 ua.cl to

parfor. -what if- .x.rcia.a. But a -what if- .x.rcia. 18

.xactly what 18 r.quir.cl to atudy the tapact on GNP-PI of

the introduction of SFAS 106. To calculat. the

cliff.r.ntial iapact of SFAS 106, WI ne.cl to uk :lda&t
happtna to the value of GlfP-PI if SPAS 106 18 introcluc.d.­

Apy .sppeic "1, .ven a large -acal. c~rcial

.ccmoattric for.cutina _del, would have to b. put through

a -what if- .x.rc18. to det.mine the u.,act of SFAS 106.

The criticba of the Godwina aodel for b.ing ua.d to

parfom -what if- .x.rcb.a 18 unwarrant.cl.

-USTA COllt.ada that the ItOdel, vbil. not b.ine ua.ful for
fortcutina aacrOlcoDOllic activity, can aoaehow b. ua.cl for
for.cutina the cliff.r.nc.a in aacrOlconOllic activity
depeDcl1na OIl a ahift in an .xol.n0U8 variable (the
.w.tiplicative t.m ua.cl to acljuat labor coata for the
5'''-106 lapacta.)41 [footnote not r.p.at.d h.r.] Thb
cliatinction 18 artificial- -if a IIOdel cannot b. r.li.d upon
to for.caat the int.ractiona within the .conollY, how can it
bt utiliz.cl to pr.clict the diff.r.nc.a due to 80..

alt.ration to one value within th. IIOdel?-
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